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EDITORIAL
The securities and exchange commission
Securities and Exchange has promulgated the requirements
Commission Re
under which applications are to be made
quirements
by business corporations for the per
manent registration of their securities on national exchanges
and a revised form for registration of new securities which have
a background of earnings and dividends. These requirements
had been awaited with intense interest by everyone concerned
with corporate finance. Fears had been expressed that the com
mission might utter requirements which would be unfavorable
to progress and would call for a mass of inconsequential detail.
It is therefore all the more gratifying to find that the promulgated
requirements as a whole are reasonable and are evidently drafted
in an earnest desire to secure for the investor the maximum amount
of pertinent information while burdening the corporation to the
least possible extent. The commission, under the chairmanship
of Joseph P. Kennedy, went about its difficult task in an un
prejudiced spirit of helpfulness. The advice of competent author
ity, such as the financial officers of leading industrial com
panies, prominent professional accountants and others, was sought
and gladly given, with the result that there is practically nothing
but praise to be accorded the commission. Corporations are
given a wide latitude in the manner of presenting the required
data. The emphasis has been on substance rather than on form,
and the criterion set by the commission is that it must secure the
facts about which “an average prudent investor ought reasonably
to be informed.” It will be remembered that under the earlier act
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a great mass of information was demanded so voluminous in
extent and so fraught with danger because of the liability imposed
on lawyers, accountants, directors and others that registration
became a thing dreaded. Commissioner Landis in an extremely
lucid and frank speech before the New York State Society of
Certified Public Accountants not only recognized the change but
emphasized the commission’s belief in flexibility. We believe
that everyone who had any part in the preparation of the re
quirements promulgated by the commission deserves hearty
commendation.
There is one feature of the requirements
Method of Determina
which
may be confidently described as
tion of Amounts
a distinctly forward step, and yet its
significance may be easily overlooked by a casual reader. The
analytical accountant reading the form of registration will be grati
fied to find that the commission calls for "the basis of determining
the amount” of items in the financial statements, particularly the
balance-sheet. This is a departure from tradition and custom,
and it indicates recognition of a vital truth which too often has
been overlooked. The items appearing on balance-sheets have
generally been spoken of as “values” expressed in dollars and
cents. As a matter of fact, some are based on cost without regard
to value, yet it would not have been astonishing had the com
mission called for “a basis of valuation.” There would have
been ample precedent behind it. In the English companies act
of 1928, for example, the law was revised to require that the
balance-sheet “shall state how the values of the fixed assets have
been arrived at.” Here in this country there has been a great
deal of loose talk about balance-sheet values. Accountants know
that the term “values” is a misnomer, but the general public
has not yet been sufficiently educated to grasp this fact. The
securities and exchange commission demonstrates its knowledge
of its subject by using the far more accurate phraseology “method
of determining the amounts.” This matter has not been suffi
ciently considered in the literature of accountancy. At the inter
national congress on accounting held in London in 1933, a
prominent accountant, discussing the word “valuation” which
was included in the title of a subject assigned to him, said

“I think it important that it should be realized how miscon
ceived is the notion all too common that the balance-sheet of a
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commercial undertaking purports to set forth the value of the
assets of that undertaking. In so far as those assets are what are
generally known as fixed assets to endeavor to set forth in a
balance-sheet any sale value would be irrelevant, even if it were
not also impracticable.”

And in a review of a book dealing with the financial policy of
corporations Maurice E. Peloubet wrote in The Journal of Ac
countancy for January, 1935: “All attempts to inject into
accounts conceptions of value not supported by transactions
actual or to be consummated in the near future open the way to
manipulation and deceit and deprive the investor of any solid
basis for his conclusions.” It seems to be high time that the
public were undeceived on this question of values, especially of
fixed assets in balance-sheets; and no doubt the requirements of
the security and exchange commission will do much to bring about
a better understanding. The great point to make clear to the
investor is what the commission describes as the basis of deter
mination of amounts. With that before him the investor, if he
be the reasonably intelligent person he is supposed to be, can form
his own opinion as to the true meaning of asset items on the
balance-sheet and can discern, when the theory of value is re
moved, that fixed assets are shown at amounts which may be
determined in any one of a dozen ways. So long as he knows the
way of determination he is not liable to be deceived. It will be a
little difficult to accustom investors to the absence of the precious
word “value.” It is a kind of fetish which has been overworked
by economists and schoolmen generally, who have sought by the
use of a simple, common word to afford a method of interpreting
financial statements. We congratulate the commission on its
wisdom.

One of the most important and poten
tially helpful pamphlets recently pub
lished appeared in the early part of Jan
uary. The pamphlet is entitled A Summary of the British Tax
System, with Special Reference to its Administration. It is the
work of Roswell Magill, L. H. Parker and Eldon P. King, who,
acting under instructions of the joint committee on internal
revenue taxation of the congress of the United States, visited
Great Britain to survey the laws and their administration in
the British Isles and to prepare a report for the information of
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congress. The American representatives were accorded the most
courteous welcome and assistance by everyone with whom they
came in contact in the course of their investigations, and the
report which now appears in pamphlet form will, we trust, be care
fully considered by everyone concerned with the enactment or
administration of tax laws at Washington. Conditions in America
and Great Britain are not identical and there must be wide differ
ences in the applicability of taxation, but fundamentally the same
principles are common to both countries.
When the first of the present series of
income-tax laws was enacted in 1913
there were members of the house of
representatives who seemed to feel that America had nothing to
learn from the experience of other lands in which income taxation
had been in effect; but others, notably Cordell Hull, now secretary
of state (who was probably the most active leader of thought in
congress on the subject of taxation), gave careful attention to the
questions which had arisen and had been answered in Great
Britain and elsewhere. The early drafts, prior to the emergency
of the world war, attempted in some respects to follow the exam
ple of Great Britain, but before the tax bills had ended their
devious career through house and senate and joint committees
they appeared for the president’s signature in a form that differed
greatly from the original drafts. One of the most important of
the departures from English precedent was the decision to tax
capital gains and to give credit for capital losses. When this
principle was adopted the legislators were warned that the time
would come when the country would repent the adoption of such
a policy. This prediction has been amply verified. Indeed, it
may not be going too far to say that if the treatment of capital
gains as income and the allowance of capital losses as deductions
from income had not been permitted, the country today would be
in an infinitely better position and a great deal of misunderstand
ing and misrepresentation would have been avoided. Had we
followed the British precedent there would have been no such
unfortunate experiences as befell us following the market crash
of 1929. Everyone remembers the bitter attacks upon men of
wealth for doing what the laws specifically permitted them to do,
namely to claim credit for the terrific losses which occurred in
every rich man’s total wealth. It seems to be impossible to
84
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avoid public misconception of the facts. A man whose income in
the true sense was, let us say, a million dollars, had suffered actual
losses in capital amounting to more than a million dollars, and
consequently at the end of a year, under the principles of our
income-tax laws, he was tax exempt. To tax capital gains with
out its corollary, the allowance of capital losses, was suggested,
but under competent legal advice was never actually attempted.
The reason for adoption of the theory
of taxation of capital gains was of
course the desire to force taxpayers to
pay the utmost possible amount under the rates of tax of the
several acts. And that was well enough in a time of advancing
markets when the gains far exceeded the losses. But the pseudo
economists of congress were shortsighted. They seemed, in
common with most of us, to believe that America was on an ever
upward road and would never go down again into the valley of
depression. Now even those legislators who were most firmly
convinced of the wisdom of taxing capital gains would probably
admit the error of their ways. This is one of the points which is
emphasized in the report on the British tax system. It is instruc
tive to recall that Great Britain, far more seriously injured by the
war than was America, her foreign trade shattered, her people
taxed almost intolerably, has today come up out of the depths
and seems to be on the high road to health; and through it all she
has not at any time attempted to tax capital gains as a part of
income. Had our supposititious millionaire been a resident of
England, he would have been taxed upon his million dollar income
without regard to the losses in capital values which the depres
sion created.
The Scheme Fails
in Long Run

Unfortunately, it is not possible in the
space available here to reproduce the ex
cellent report on the British tax system,
but some of the conclusions are so significant that they demand
notice. The committee of three divides the conclusions under
six headings: first, decentralization; second, personnel; third,
board procedure; fourth, court procedure; fifth, other improve
ments in administration; and, sixth, restatement and improvement
of the law. Under the heading ‘‘decentralization ” the committee
draws attention to the fact that in Great Britain assessment and
85
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collection of taxes has been kept practically current; appeals are
comparatively few; and taxpayers are well satisfied with the fair
ness and efficiency of the revenue service. These service results
appear to be mainly due to the British system of decentralization
and to the excellent personnel which has been developed. Broad
powers are conferred upon the tax inspector in the field, and his
work is not subject to repeated and time-consuming reviews by
higher revenue officers as is the case in the United States. “The
most frequent criticism directed against the federal system of ad
ministration is not inaccuracy of determinations but delay in the
final disposition of cases. . . . The good results secured under the
British system of administration suggest a more decentralized
administration of the federal income tax and the employment of
a sufficient field force.” The question of personnel in the two
countries is different, and it seems that the principal difficulty here
could be overcome if the personnel were recruited through the
civil service. If security of tenure, satisfactory salary and pen
sion provisions were established and civil service examinations im
proved, the best quality of men would be attracted to the service.

Board procedure and court procedure
are of course vitally important ques
tions and the suggestions which the
committee makes deserve the most painstaking consideration.
The committee also draws attention to other improvements in
administration which might with advantage be made, and then
comes to the chief question of all, namely the restatement and
improvement of the law. Let us quote the conclusions of the
committee on this subject:
The Committee’s
Recommendations

“Although our income tax laws are to be commended as exam
ples of unusually skillful draftmanship, their difficulty and com
plexity is a commonplace. It is possible that, in a complex
society, a reasonably simple and comprehensible tax law is out of
the question. Nevertheless, an attempt to restate and codify
the federal income-tax law would be likely to result in clarifica
tion, particularly of the unexpressed and sometimes conflicting
theories on which some of the provisions are framed. If the task
were well done, it should be possible to secure a statute which
would not need substantial changes from year to year, except in
its rate schedules.
“The work of restatement itself would have to be performed by
a few trained men, thoroughly familiar with the present law and
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with the practice under it. A group of advisers drawn from the
treasury, the bar and the accounting profession should be formed
for consultation and criticism, as in the case of the various re
statements of the law fostered by the American Law Institute.
To be most effective, it is particularly necessary that the restate
ment should be made only after the fullest consideration of the
present practice. A similar undertaking in Great Britain is
just now being completed.
“In the course of such restatement, it will probably be found
that greater simplicity and equity could be obtained in some
instances and more regard given to economic conditions, if the
existing law were changed. Also, some minor changes might
result from the mere restatement of the law. It is believed,
therefore, that those in charge of the restatement of the law
should have direct contact with the proper committees of the
congress, as well as with the group of advisers above mentioned.
The following major questions, involving possible changes in the
substantive law, might well be considered: (1) Should we depend
more on a general (instead of detailed) statement of a statutory
rule, coupled with a delegation of discretionary power to the tax
administration to make the detailed application; (2) should we
eliminate the taxation of capital gains and the deduction of capital
losses, in order to secure a more stable revenue and to avoid many
complex questions in connection with valuations and reorganiza
tions; (3) should we, as corollary to (2), limit the deductions for
depreciation and depletion as has been done in England; (4)
should we collect more revenue at the source, especially in the
case of income going out of the country; and (5) should we revise
our provisions relating to interest, penalties, and filing of returns?
“The persons responsible for the restatement of the law should
prepare and submit the new legislation to the congressional com
mittees having such legislation in charge, with a full statement of
present practice and the reasons for the proposed changes. These
committees would, of course, initiate the legislation, after review
ing or revising the prepared draft in the light of a full considera
tion of the restatement and explanations.”

The first two of the major questions
Some Questions Easily
propounded in the excerpt of the report
Answered
above may certainly be answered in the
affirmative. It would undoubtedly be better to depend upon a
general statement of a statutory rule rather than upon a meticu
lous set of instructions which because of their inelasticity often
will work hardship. The elimination of capital gains from classi
fication as profits should be carried out at once. The third
question, of depreciation and depletion deductions, will arouse
less unanimity of opinion. Collection at the source, which works
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admirably in Great Britain, would probably be unpopular and,
therefore, somewhat ineffective in this country. Most Americans
like to do their own tax-paying, if it has to be done. The fifth
question seems to call for an affirmative reply. Some of the pro
visions relative to interest, penalties and the filing of returns are
not satisfactory, and they should be revised in the light of the
experiences of the past twenty years. Some of the minor findings
of the committee appear to be slightly inaccurate. For example,
the investigators seem to have misunderstood to some extent the
treatment of depreciation under the British laws. One point that
should have been mentioned is omitted, namely, that when a case
is closed, no subsequent ruling of the court can reopen it either
for the government or for the taxpayer. These matters, however,
while too important to be ignored, do not detract from the
general excellence of the report and it will be universally agreed
among all who have had to do with taxes and taxation that con
gress should give consideration to the entire report and should
prayerfully weigh the advantages and disadvantages which the
study of comparative taxation in the two countries indicates.
The movement to discourage the prac
tice of competitive bidding for profes
sional work is spreading throughout the
country, and we believe that every
attempt to abolish the system, with its concomitant evils, brings
us a little nearer to the time when there will be no more of it. In
one of the great cities of the Mississippi valley, where bidding for
municipal audits has been a tradition for many years, a group of
accountants representing thirteen firms recently sent a communi
cation to the city clerk in an effort to spread the gospel. The
letter reads in part as follows:
Competitive Bidding
for Municipal
Audits

“We have seen the ‘notice to certified public accountants’ pub
lished in the press recently, asking for bids for an audit of the
city’s affairs for the year 1934. We have also received your per
sonal letter calling our attention to this advertisement.
“We are deeply appreciative of your personally mailing this
notice to us; at the same time we feel that the profession of ac
countancy, particularly as practised by certified public account
ants, should be recognized as a profession and we feel that cer
tified public accountants who have been examined and licensed
by the state . . . should not be required to submit certified
cheques or bidders’ bond or surety bond covering their bid and the
88

Editorial
performance of their work. We understand that surety or bid
ding is not required of an attorney or a physician who might be
engaged by the city for some professional service. For this
reason we feel that the city should eliminate these requirements.
“We further feel that the city should also discontinue asking
for bids on the city audit and that it should select certified public
accountants, without asking for bids thereon, and should rotate
the work among local certified public accountants in whom it has
confidence.”

We are not at all sure that the plan of “rotating the work” would
be entirely desirable, unless there were always complete co
operation between the outgoing and the incoming auditors, but
the substance of the letter is quite sound. If the accountants of
every city would take similar action it would undoubtedly help to
hasten the required reformation.
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